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T h e V e r i f i c a t i o n and Treatment of Inventories
i n A u d i t s and Examinations of M a n u facturing and T r a d i n g Concerns.
By William R. Mackenzie, C. P. A.
Of Mackenzie,

Baird & Berridge, Public Accountants
Portland,

Oregon

In not a few industrial organizations, the items included
under the heading "Inventory" exceed by far the sum of the
remaining assets. This being the case, it becomes imperative for
the auditor to ascertain whether the valuation placed on the
inventory is a fair one. In so doing, however, divergent practices are in use, based upon conflicting principles. T o discuss
these principles and to determine the safest form of procedure
is therefore the object of this paper. W e w i l l take
1.

T H E VERIFICATION

A N D T R E A T M E N T OF INVENTORIES I N

TRADING

CONCERNS.

A s long as a trading business continues to be a going concern, the element of inventory will always have to be considered
in arriving at profits or losses. If a merchant starts business on
January 1st, and by December 31st disposes of all his stock-intrade, it is indeed a simple matter to arrive at his profits, both
gross and net. But the complexity of modern business offers no
such easy task. T o be successful, a trader must supply his customers with the articles they require, and at the same prices as
his competitors, or better if possible. V e r y often to do this, he
has for the sake of one article, to purchase a dozen of the same
kind, the remaining eleven of which may not be in demand for
a long time. It takes but a short while, therefore, to accumulate
3

a large quantity of stock-on-hand. W i t h concerns long established, a large portion of this has deteriorated through lapse of
time, and also on account of being superseded by later styles and
productions. T o obtain this stock, however, an asset, generally
in the form of cash, had to be given in exchange. If these exchange values that remain unsold, do not now represent at least
their cost value in cash, on account of changing conditions, then
the business has lost this depreciated value, which in equity,
should be borne by the profits from those articles that have been
disposed of; only the element of depreciation should be considered, however, and not market fluctuations. If these latter be
included, a very undesirable element will be brought into the
accounts, with the result that very often the actual proceeds of
trading will be obscured, and the inventory become merely an
index of the amount that would have been realized for the goods
if the concern had gone into liquidation on a certain date.
The only case in which the market value should be taken is
when the market price has fallen below the cost price. This is
done from a conservative point of view, the argument being that
although the goods are not sold, yet since the market has fallen
below their cost at the time of inventory, there is the possibility
of the market remaining the same for some time, and that what
now is merely an anticipated loss may eventually become a realized one.
Should this anticipated loss be not realized, however, it
should be noted that the profits shown at the next period will
be inflated to the extent that those of the preceding period were
understated, and while neither period shows the true results
taken alone, yet when combined, will be correct.
The old, reliable custom of valuation, "Cost or Market,
whichever is lower," is therefore a safe guide to follow and when
adopted should be strictly adhered to, as one year at cost and
another at market, regardless of market being lower, will never
produce any degree of dependability. Like depreciation, it is
only the regular pursuit of the principle adopted that will give
satisfactory comparative results.
When the market price is above the cost price, it would seem,
by parity of reasoning, that the anticipated profit should be taken
credit for. Sound accounting, however, will not permit this.
4

While contingent losses are provided for, because there is a possibility of their being realized, yet no profits should be taken
credit for until actually realized, as it is only then that they will
be of real benefit to the concern.
By the word cost used above is meant, cost of acquisition,
and not necessarily the invoice price. Sometimes the freight is
paid on goods by the wholesaler and included in his bill to the
retailer. A t other times the invoice price includes only the first
cost of the goods, and the retailer pays the freight himself. In
each case, however, the cost of acquisition is the same, and should
include the item of freight.
Sometimes when goods are duplicated, a trader has to pay a
higher price for the second shipment than he did for the first.
This puts him in a position of having two different cost prices for
the same article to be used for the same purpose. Some proprietors argue that in preparing an inventory, the latest figure ought
to be taken as the cost. In such cases, the inventory of each lot
should be figured on its own basis, if it be possible to separate
them, because if the balance from the first lot happens to be large
but at a low cost, and that of the second lot, a small balance, but
at a higher cost, and this higher cost be applied to the whole
inventory, it would have the effect of overstating the actual
profits and opening up a pathway for dishonesty. If it is not
possible to separate the different lots as in the case of grain,
wheat, etc., where varying rates per bushel are charged, then the
best method would be to take an average cost price per bushel.
After dealing with the treatment of the inventory, we now
come to the method of verifying it, so as to be satisfied that there
are no leakages through large thefts of stock, etc. In every trading concern a certain percentage is added to the cost of merchandise to cover fixed charges, and selling and management expenses.
In addition a margin is allowed for net-profit, and all added together, gives us the selling price. Sometimes the profit does
not "pan out" at the end of the year, owing to errors in estimating expenses, and also on account of prices being cut in order to
meet competition. After a few years' trading, however, there
will be established a certain percentage of gross profit realized
on the sales, in some businesses 25 per cent., in others 33 1-3 per
cent., and varying with the nature of the business, the good5

will, amount of competition, etc. Unless unusual circumstances
happen, this percentage will not vary much i n a great many
houses. I f the amount which it represents be deducted from the
annual sales, the remaining figures will be the cost price of the
goods sold. If this be now deducted from the sum of the inventory at commencement and the net purchases made during the
year, the balance ought to agree with the valuation of the i n ventory as taken, within narrow limits. A n element of disagreement will occur in cases where the market value of certain goods
has fallen below the cost price, and where they are consequently
valued on the market basis. In such cases, if practicable, two
columns can be provided on the inventory sheets, one for valuation at cost price, the other for cost or market whichever is lower.
The difference between the totals of these columns will then show
the value of the depreciation suffered. If the cost price be considered in the trading account, and the depreciation in the profit
and loss account, its corresponding credit being applied in reducing the asset value of the merchandise, the trading account would
then show the actual amount of gross profit realized from the
business of the period. B y this method, the agreement between
actual inventory taken and the estimated amount that ought to be
on hand through the sale percentage calculation would be even
closer. In the case of bar stocks and cigars where there are
varying percentages of profit in the articles sold, it is best to take
an inventory about once per week, based on selling prices. W h e n
the inventory is taken the difference between it and the preceding
one should represent the cash taken i n , and ought to be accounted
for by the cashier. If the discrepancies be small, they might be
overlooked, if regular and large, it is certain that something
wrong is proceeding, and a change would not be out of order.

2.

T H E VERIFICATION

A N D T R E A T M E N T OF INVENTORIES I N

MANUFACTURING

CONCERNS.

In manufacturing concerns, the verification of inventories
becomes more complex, not only on account of having more i n ventories to consider, but also on account of the changes taking
place i n values through the process of manufacture. The sub6

jects of a manufacturing inventory will embrace (a) R a w M a terial, (b) W o r k in Progress, (c) Finished Stock.
(a) Raw

Material.

This item should be valued at the original cost of the material, plus all increased items of cost as freight and duty, minus
discounts and other elements that tend to lessen the cost. Should
this valuation be, however, above the market price, then, in
order to be conservative, value at the market price.
For verification purposes, proper store records should be
kept of all material received and issued. These are kept by
some concerns on cards and by others in loose-leaf ledgers. The
form is immaterial, as long as it is properly designed to show on
the one side the date, from whom received, quantity, price, and
sometimes amount, and on the other side date, quantity issued,
price, and order N o . chargeable. These columns are essential in
almost every store room record, although in many additional
columns are necessary to supply further information. These
columns are filled in on the particular card from the invoice
received, and the storekeeper, after impressing on the invoice a
rubber stamp with lines for particulars to be filled in by him,
such as date received, quantity, entered, etc., forwards the invoice
to the accounting department where it is entered in the invoice
register and charged in the column headed stores. O n the credit
side of the cards are filled in the amounts issued on requisition,
and copies of these are forwarded to the accounting department
to be credited to the stores account and charged to work in
progress, etc., as the case may be. If cost accounts are kept the
cost clerk will also be supplied with this information in order to
write up the various order numbers correctly. The balance of
the storekeeper's card record should at any time agree within
narrow limits with an actual inventory if taken, and the balance
to the debit of the stores controlling account in the private ledger
should agree with the sum of the storekeeper's balances. These
balances will not agree absolutely, however, on account of the
varying prices paid for the same material, and on account of the
average price at which it is issued to the works. Then also,
there are the elements of waste, and clerical errors on the store
7

room records. Unless large leakages occur, however, this balance ought not to be at much variance with the actual stock on
hand. For moral effect, an actual surprise survey should be
taken at intervals. This would tend to minimize carelessness on
the part of the clerks. Some managers contend that the proper
price at which the material should be charged to the job is not the
actual price paid for it, but the market value at the time it is used
on the job, one reason being that competitive manufacturers have
access to the market, and further, that by so doing, actual values
are dealt with, rather than older ones, and that the job accounts
w i l l then show true profits. When this course is adopted, it
becomes more difficult to verify the remaining stores on hand on
account of the fluctuations in their market value, but there is
considerable logic in such a valuation.
(b) Work in Progress.
In valuing work in progress, the following items of cost
have to be considered, v i z . : Raw material used up, direct labor
expended, direct expenses. These form the elements of prime
cost. I n addition we must include the amount of works expenses
incurred for manufacturing purposes, such as factory rent and
taxes, heat and light, power, depreciation, etc. The sum total
of all these costs comprises the cost of producing the work i n
progress. This establishes the principle that partly manufactured stock for the general market should be valued on the basis
of prime cost plus works expenses, or cost of production.
If the work in progress be on a specific contract, however,
and not for the general trade, it would be fair to value it at
prime cost, plus its proportion of both works expenses and selling
and management expenses. Since the estimate accepted by the
customer amounts to a bona fide sale, it seems proper to include
in the costs to date, all the items covered by the sale. In so
doing, however, care should be taken that the amount of office
on-cost added be in proportion to the work done.
A s regards the proportion of profit, it would not be wise to
include this item in the cost of work in progress i n the majority
of cases, since the best estimates are misleading, and contractors
can hardly foresee just what expenses will be actually incurred
8

before the completion of the job. Conservative accounting therefore demands us to await the completion of the contract, before
we take credit for profit. There is no doubt that the different
periods have earned a certain amount of the profits realized, but
since we cannot state what it is because we cannot estimate it
safely, and further, since there may be an actual loss on completion instead of a profit, the safer course is to omit the element of
profit until the contract is completed, except in very obvious
cases where the cost to complete the work can very accurately be
determined.
T o verify work in progress, great care is needed. Unless
cost accounts are kept, the verification will hardly be more than
an estimate with more or less accuracy. In such cases, consultation with the works accountant and superintendent will be necessary for the auditor to frame an honest opinion of its value. If
there is an account in the private ledger by the name of works in
progress, it would be well to analyze it into its component parts
by tracing the entries, and so be satisfied that the proper elements
are there, and all extraneous ones eliminated.
If cost accounts are kept, the system should be studied. The
individual job accounts should be analyzed to ascertain that they
are charged only with material, direct labor, direct expenses, and
a proper proportion of on-cost. The total of these cost accounts
should also be compared with the controlling work in progress
account in the private ledger. Care should be taken that only
items realizable from customers be included. If any mistake be
made, outlays incurred for experiments, raw material spoiled
through inefficient workmen, etc., such ought not to be charged
against the job in question, because they are not legitimate items
of cost to be recouped from customers, but charges against
revenue.
(c) Finished

Stock.

Finished stock should be inventoried at factory cost, plus the
proportion of factory expenses incurred by it, but including nothing for profit or selling and management expenses.
Some manufacturers contend that their profit is made when
their mills turn out the goods, and in preparing their annual statements, instead of inventorying the finished product at actual
9

cost, they value it at the market price, regarding any difference
between actual manufacturing cost and this market price as manufacturing profit. This argument is only superficial, however.
N o matter how much goods a manufacturer turns out, they but
represent so much latent capital until they are sold, and so much
dead loss if they cannot be sold. If never sold, no profits can be
obtained, no matter how large the manufacturing profits may
appear on the books. A sale is therefore the essential element to
profit earning for no manufacturing profit can ever be realized,
unless orders are received and sales effected. Moreover, i f stock
be valued at the market price, and held for any length of time,
there are liable to be great fluctuations in the profit and loss account, while valuing at cost is more stable.
It is also indiscreet to add a percentage to finished stock to
cover selling and management expenses. It cannot be denied
that these are final items of expense incurred by the goods, but as
they are more connected with the distribution of the product, and
the financial phase of the concern, these expenses ought to be
charged against the profits realized from the sales. There is,
besides, a stronger reason why the above course should not be
pursued. B y so doing, a losing business may be made to appear
profitable, all that is necessary being the production of goods
which may never be realizable, and increasing this cost by the
above named expenses. The assets thus become inflated in the
name of stock-in-hand, and although the real asset cash has disappeared and in its place stands a loss, this unrealizable stock,
yet the books are made to show a profit, instead of a loss.
The case is somewhat different with works expenses. These
are legitimate items of cost, and to the prime cost of stock on
hand, a proportionate amount should be added to cover them.
The verification of manufactured stock proceeds much along
the same lines as that of raw material. A record should be kept
for finished stock. When an order is completed, it should be
turned in by the foreman to the stock clerk together with a
finished stock transfer, descriptive of the article manufactured.
After entering up the details in his stock record, the stock clerk
should hand the transfer over to the cost clerk who will then
credit the work order number and charge his finished stock ac10

count. The stockkeeper should not receive any articles without
a stock transfer. If any manufactured stock be issued as material to a job, the stock account should be credited with its cost
value. It should also be credited with the cost value of finished
stock sales. The balance of the account should then closely represent the finished stock remaining on hand. Most up-to-date
manufacturers have some system for verifying their manufactured stock account, and this should be carefully studied by the
auditor, and its weak points noted.
The general principles to be observed in taking an inventory
should be closely adhered to, viz.: insisting on the extensions and
additions of the stock sheets being figured by some one other than
the party who took the stock, and that the prices are examined
and approved by the manager. The auditor should himself figure
out some of the items involving large amounts, and compare at
random, stock book prices with those on the inventory sheets.
Notwithstanding all scrutiny and care, however, it is impossible for the auditor to declare that the valuation of the inventory is an absolutely correct one.
The best course for him to pursue is to examine carefully
the principles involved in the particular stock accounts under
review, and to state whether in his opinion the inventory arrived
at is obtained from a correct basis. This is all he can do, and
having so done, he will be justified in treating the valuation of
the inventory as an honest one.
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